THE TREASURY'S PROPOSAL TO TAX EMPLOYEE'S BARGAIN PURCHASES: T.D. 5507
ON April 12, 1946 the Treasury promulgated T.D. 5507 1 which establishes, in effect, a conclusive presumption that all bargain purchases by an employee from his employer result in a differential "in the nature of compensation." As compensation, a differential between the bargain price and the market value of the property-usually stock 2 in the corporate employer-is taxable income in the year when the purchase is made. Such a purchase is often effected by the exercise of an option granted gratuitously, perhaps in some previous year.
A typical situation to which T.D. 5507 would apply is the case of James M. Lamond.3 Induced by an option to purchase up to 25% of its stock at $100 a share, Lamond had become vice-president, treasurer, and general manager of a corporation formed to develop his original manufacturing process. By exercising this option at each increase in capitalization, Lamond could and apparently did maintain his proportionate interest and his influence on corporate policy. In 1941 he thus acquired stock worth $200 per share. The Tax Court held that the difference between the $200 market value and the $100 option price of the stock was not immediately taxable as compensation 4 because it did not conform to a judicial construction of § 22(a) which held that only benefits intended as compensation might be taxed as such. 5 The courts have not made clear just what facts give rise to a finding of intent to compensate.' The cases are in accord, however, that if, as in the Lamond situation, the option is granted merely to give the employee an added proprietary interest in his work in the hope of stimulating greater 2. Bargain purchases of items other than corporate stock, while within the purviev of both past and present Regulations, seem to have little practical importance.
3. P-H 1946 TC MEm. DEc. SERV. 46,023 (1946) . 4. The effect of T.D. 5507 would be to tax this difference as income. 5. The employment relation per se was held insufficient to make the bargain differential taxable. Hawke v. Commissioner, 109 F. 6. For elaborate analyses of the many factors to which the courts have looked in deciding whether an option was given with this intent, see Sax, Stock Options (1945) efforts for the company, then the form of the transaction controls, i.e., the excess of value over price is not classified as compensation but as arising out of a mere purchase! As a purchase, the only effect of this advantageous transaction on the employee's tax position is that the low cost of the stock increases the capital gain realized when, if ever, the stock is sold by the employee This treatment has proved very lenient because (1) many employee-stockholders hold their bargain shares as permanent investments and instruments of corporate control and pay no tax for an indefinite period; (2) if the stock is not sold until after the purchaser's death, the differential between cost and value at death is excluded from any capital gain that may be realized upon sale by the legatee or next of kin; 9 and (3) the stockholder is able to time the taking of a capital gain for his own tax advantage and need pay n6 more than the flat 25 % maximum rate on long term gains.
Viewed against this background, T.D. 5507 appears as a radical change. It reads:
"If property is transferred by employer to employee for an amount less than fair market value, regardless of whether the transaction is in the form of a sale or exchange, the difference between the amount paid for the property and the amount of its fair market value is in the nature of compensation and shall be included in the gross income of the employee." 10
The language of this amendment would seem to mean that the Treasury is attempting to tax the exercise of all options by employees." This in effect makes irrelevant an intent to compensate.
7. Delbert B. Geeseman, 38 B. T. A. 258 (1938) states the rule definitively. See also James M. Lamond, cited supra note 3. Clarence L. Landon, P-H 1943 TC Mmi. DEC. SERV. 43,019 (1943) 8. If the differential between the amount the employee paid and the fair market value constitutes additional compensation, the basis for computing capital gains is fair market value on the date the stock was acquired. If the transaction is treated as a purchase, the basis is, of course, simply the amount paid by the employee. Hawke v. Comminsioner, 109 F. 2d 946 (C. C. A. 9th, 1940) . 9. Thus, if the employee pays an option price of $25 per share, the market value at the time of the employee's death is $35 per share, and the legatee sells at $40 per share, only the $5 increase in value after death is capital gain and the $10 increase in value before death escapes taxation altogether. INT. REv. CODE, § 113 (a) (S) (1939 
1947]
This administrative departure from the prior, more lenient treatment of these transactions has evoked vigorous criticism 12 and demands for Congressional action to overrule it. 13 The legal periodicals have described fully the past history of this problem in the courts; ,1 it is now appropriate to appraise the Treasury's proposed solution from an economic as well as a legal point of view.
The principal legal argument which may be expected in opposition to T.D. 5507 is that a purchase of property for less than its real worth is an "open transaction," taxable benefit not being recognized until the transaction is "closed" by resale, when a capital gain is "realized." I The courts have recognized an exception to this "closed transaction" or "realization" principle in purchases at an artificially low price which employees may be allowed to make in lieu of all or part of their regular cash salary. In this situation the operation of the "realization" rule is suspended by § 22(a) of the Internal Revenue Code to permit taxation of the unrealized differential between value and cost. Only because the Code defines gross income to include "compensation . . . in whatever form paid" does the substance of the transaction, the fact that it is a payment for services, prevail over the form, which is that of a purchase. But if the transaction is not intended as compensation-and the new amendment's "in the nature of compensation" is much broader than what the courts have usually meant by intended compensation-then it may be argued that the differential is not the "compensation" whereof the Code speaks, and the requirement of "realization" comes back into play to forbid the taxing of an "open" transaction.
This argument may be rebutted in several ways. The requirement of "crealization" is justified by ". . . the possibility that a fluctuation in market corporation or such employee shall include in gross income the difference between the amount paid for the property and the amount of its fair market value." But after the Board of Tax Appeals and the courts restricted this principle to those transactions in which the bargain. differential was intended either as compensation or as a dividend (see cases cited supra note 5), the Regulation was amended to read:"... such . . employee shall include in gross income the difference between the amount paid for the property and the amount of its fair market value to the extent that such difference is in the nature of . . . compensation for services rendered or to be rendered. . . ." T.D. 4879, 1939- 63,69 (1937) .
value will wipe out the differential before a transfer, and the administrative difficulty of determining its existence, ... " 10 However, "realization" should not be a fetish but should be required only when one of these two reasons are relevant. In the case of an employee's bargain purchase neither applies. Since the exercise of the option fixes the time for determining both cost and market value, there is no doubt as to either the existence or the amount of the differential. Even before T.D. 5507 any subsequent fluctuations in market value were taken into account taxwise as a capital gain or loss when and if the stock was finally sold by the employee. 1 7 This functional approach to "realization" is implicit in some of the later stock dividend cases '8 which have required the payment of taxes on "realizable" as well as "realized" income. Such an interpretation recognizes that the realization criterion is no more than a standard of convenience which uncertainties of valuation forced the courts to engraft 1s upon the economist's definition of taxable income.
20
Even in this dilute form, "realization" has been invoked in support of the contention that employees ought not to be taxed upon the acquisition of stock but only upon its resale, since only then has the cash required to pay it been realized.
2 ' But it would seem neither unreasonable nor impractical that the favored employee be required to sell a little of his newly-acquired stock to pay the tax on its receipt-or, if he wishes to retain his bloc intact for voting purposes, that he be required to pay the tax out of other current income or by pledging the shares to raise a loan which could be repaid out of dividends. This is to treat the employee no more harshly than the recipient of many types of stock dividends. 19. "Outright abandonment of the realization criterion would be utter folly; no workable scheme can require that taxpayers reappraise and report all their a-zets annually, . . . Our income taxes, as a matter of declaration, of administration, and of adjudication, rest upon great masses of business records and accounts; and they simply must follow, in the main, the established procedures of accounting practice. Thus, they must follow the realization criterion, but not so blindly and reverently as in the past." Si0oNs, PERso.L Ixco=ns TAxATioN (1938) 207-8. 20 . The classic formulation of the theory of taxable income requires the inclusion of unrealized appreciation. "A scheme of arbitrary apportionment of the gain over the pariod of accrual would be infinitely superior to the present practice of taing gains only when realized." HAIG, The Concept of IANconm in THE FEDErLL IxcmCO' TA-(sympoium) (1921) taxation of "compensation . . . in whatever form paid." 23 To do this would be no more than to bring the judge-made definition of "compensation" 24 into line with both popular understanding and business practice. The element of intent in this definition stems from conceptions, such as "consideration" and "meeting of the minds" relevant to contract enforcement. But what is relevant for taxation is how much the employee ultimately receives and not how much he could have compelled his employer to pay. The courts have impliedly recognized this by devising that hybrid notion, the bonus taxable as "additional compensation." 2 Thus, the juridical hiatus between "compensation" and "gift" is bridged so as to correspond more adequately to the subtle gradations found in actual experience. To date, however, the courts have not viewed bargain purchases so realistically as bonuses. Yet here, too, the employee's economic position is bettered on a certain date by a measurable amount because of his services to the employer: why should not this be considered "compensation" within the meaning of the Internal Revenue Code?
Equally unrealistic is the application of investment categories, e.g., purchase and "realization," to a transaction which was not entered into for the usual investment motives. Characteristically the company is not trying to raise funds but to improve the "morale" of its officers.
2 6 One may well wonder, therefore, why for tax purposes the government should treat as an investment by the employee a corporate device to retain the services of a valued employee and to insure his conscientiousness by making his income dependent upon the prosperity of the business. 26. "When executives secure options they are definitely interested in the future welfare of the company from a different point of view than when they are simply paid a fixed cash salary. . . . The assumption is that once the officer became a stockholder he would assume the character of a partner or owner and hold his stock permanently. . . . Still another theory of options, and directly opposed to those mentioned above, is that they are similar to a bonus, or additional compensation, and as such can be disposed of at any time without criticism from other stockholders or officers." Baker, Stock Options for Executives (1940) 19 HARv. Bus. Rxv. 106,121, 108. And see Dillavou, Employee Stock Options (1945) 20 AccOUNTING Rxv. 320.
27. The artificiality of the opposite position was early made manifest by the Board of Tax Appeals in the Erskine case: "The petitioner's promise to pay at his own option $10 and $25 per share, respectively, for the common and preferred shares that had a ready market value of many times those amounts would hardly constitute a fair or adequate consideration to support a contract of purchase and sale." Albert Russell Erskine, 26 B. T. A. 147, 156 (1932) .
The argument that the employee merely "desires to invest in the company at the existing market value, and, having insufficient funds, he contracts for the right to purchase later at a price which is at, or near, the market value when he was employed... must be [Vol. 56: 706
THE ANALOGY BETWEEN BARG.AIN PURCHASEs AND GiFTs
An offer to sell to an employee stock worth $25 for $20 looks to the layman strikingly like a bonus or a gift. Some of the cases on the taxability of b6nuses and gifts made to employees reveal analogies which support the validity of T.D. 5507 as an attempt to bring the exercise of stock options within the statute as a form of bonus. More specifically, the cases show the criteria used by the courts in distinguishing bonuses, taxable as "additional compensation," from gifts, exempt by virtue of § 22(b) (3) of the Code.
In Bogardus v. Conznissioner of Internzal Retenue,2 the Unopco Company paid to the taxpayer and other employees of the Universal Company, certain of whose assets it had acquired, sums of money in recognition of their valuable and loyal services to Universal. The two corporations were in no way connected at the time of the distribution, neither the corporations nor their stockholders were under any obligation to pay additional compensation, and the distributions were not made for any service rendered or to be rendered to Unopco or its stockholders. The Supreme Court held that the payments were gifts 2 but said: "If the disbursements had been made by the Universal company, or by stockholders of that company still interested in its success and in the maintenance of the good will and loyalty of its employees, there might be ground for the inference that they were payments of additional compensation." 31
This dictum was the basis of the decision in United States v. DuPont.3' There, the DuPont Securities Company granted a bloc of its shares to employees of a subsidiary powder company, pursuant to a resolution of the parent company's directors which read ". . to recognize the past and encourage the future services of certain of the employees of said Powder Company." The Court found that these shares were not gifts but should have been reported as compensation in the year of receipt 2 Thus there would seem to be judicial precedent for the statement that outright transfers of cash or stock made by employers as incentives to employees are not to escape taxation as income by being labeled "gifts." 3 It is anomalous to -exempt similar transactions as "purchases" merely because the employee discounted severely because the employee does not contract to purchase, but merely obtains an option under which he may purchase the stock if it is profitable for him to do Eo." Dillavou (1943) in which it was held that a gift was not subject to income tax although it had been made for a business purpose. 32. The government's claim against the taxpayer v.as dismised on another ground. 33. Where the incentive factor is absent, as in the cases of honoraria to retiring employees, the payment is usually classified as a non-ta.xable gift, Cunningham v. Commissioner, 67 F. 4 Yet this is the effect of the decisions 36 which have held taxable only what the employee was entitled to as payment for his past or future services and not what was given him to induce greater exertions. By eliminating this distinction, T.D. 5507 could be said to do no more than apply to bargain purchases the general standard that an employee may be taxed on receipts of money or property intended to induce more conscientious efforts. 35 Thus if the DuPont decision is valid, T.D. 5507 no longer appears as a radical departure from all judicial precedent. Instead it ends an unjustified exception to a recognized principle of law.
T.D. 5507 does more, however, than merely substitute a criterion of "intent to afford incentive" for "intent to make compensation." In requiring the taxation of all cut-rate purchases by employees as "in the nature of compensation;" the Amended Regulation alopts an objective standard. It thus removes the basis of the economist's reproach that the state of the employer's mind has no relevance to whether the employee should be taxed on his economic betterment. If there is no substantial difference in the employee's economic position to justify a distinction between "intent to make compensation" and "intent to afford incentive," it follows that, except in so far as may be necessary to negative a gift, 7 intent should be immaterial.
it to stockholders as compensation, Schumacher v. United States, 55 F. (2nd) 1007 (Ct. Cl. 1932).
34. This principle is equally valid where the benefit is conferred, not by the recipient's employer, but by a third person. "We know of nothing to prevent another than the employer from paying compensation for the employee's services, where, as here, lie has a real interest in the services to be performed." John J. 1008 (1940) . Here "as further consideration . . . for performing services" the employment contract provided for a series of options but required that Springford be in the employ of Servel at the time of their exercise. Despite this evidence that the company's purpose was to insure Springford's continued services, the BTA disallowed the tax because unable to find a sufficiently clear and definite showing "that a transaction, which in form is nothing more than a purchase . . . is in fact to some extent the payment of compensation for services rendered or to be rendered." 37. INT. REV. CODE § 22(b)(3) (1939) requires exemption of gifts. One's material welfare is just as effectively augmented by gratuitous receipts as by earnings from personal services or by the yield of investments. Exemption of a gift from the income tax is justifiable where the transaction is more appropriately taxed by a separate levy. It is submitted that a stock purchase differential should be exempt as a gift only where the stockholders of the employer-corporation have paid a gift tax. INT. REV. CODE § 1002 (1939). Despite the difference between income and gift tax rates, the amended regulation should not then apply because taxing as compensation a bona fide gift.
[Vol. 56: 706 .
T.D. 5507 receives further support from the cases classifying outright cash payments as bonuses or gifts. Since it is ordinarily improper for directors to give away corporate assets, the courts have repeatedly denominated as a bonus a payment to an employee in excess of the compensation required by his contract of employment -s unless the payment has been approved by the stockholders " who alone may transform a taxable bonus into a tax-free gift.
40
By analogy these cash bonus cases 41 indicate that the amount by which the market price at the time the employee buys his stock exceeds the option price should not go free of income tax unless intended as a gift and that in the case of corporations no such intention should be inferred unless the option is denominated a "gift" 42 by the stockholders." In so far as these conditions are not fulfilled, the courts should sustain the operation of T.D. 5507.
EXERCISE VALUE VERSUS PRESENT VALUE
Conceding that an employee's bargain purchase should be taxed as "in the nature of compensation," the taxpayer may nevertheless contest the Treasury's method of measuring compensation. A dictum in Commissioner of Internal Revenue v. John H. Smith 44 gives support to the argument that the appropriate index of such income may be the present value of the option on the date of receipt, or when first exercisable, rather than the difference between option price and market price at the time the option is actually exercised.
The "present value" might be determined by one method or by a combina- . 1932) . The deduction from corporate income taxes which the corporation loses by classifying payments to employees as gifts-or purchases-rather than as additional compensation, thus benefiting the employee ta.x'n-e, may be regarded as a corporate "asset," transfer of which to an employee requires the sanction of the stockholders.
40. This again illustrates the anomalous consequences of determiming taxability by the mere denomination of a receipt. However, the gift-bonus distinction may serve another objective by insuring that schemes to benefit corporate officials will confer no tax advantage until subjected to the vote of the shareholders.
41. See citations in notes 38 and 39 supra. tion of several.
(1) Where option price is less than market price on the day when the option is received (or might first be exercised), this difference could be taxed. But where option price equals or exceeds the market price, a tax could only be levied when the option is actually exercised (the Treasury's method both before and under T.D. 5507) or not at all-until eventual realization of a capital gain by re-sale of the shares by the employee. Such a bifurcated system would be indefensible. It would treat differently persons who have benefitted equally by the exercise of the option, needlessly complicate the tax law and invite avoidance. 46 (2) Where a third party makes the employee a bona fide offer for the option, this offer might be evidence of the option's "present value." But this approach affords no solution where no such offer can be shown. (3) The present value of an option on receipt, particularly where non-assignable, might be established by the testimony of responsible financial experts. This method, however, unlike the Treasury's simple arithmetic differential, would invite valuation controversy. Besides difficulties of measurement, "present value" might raise a vexatious question of intent. In the Smith case Chief Justice Stone said: "When the option price is less than the market price of the property for the purchase of which the option is given, it may have present value" and the option itself, rather than the proceeds of its exercise "might be found to be the only intended compensation." 46 If this rationale were followed, how would the Treasury and the courts decide whether the employer intended as compensation the "present value" or the value of the option when exercised? To invoke intent to determine the extent of compensation is to invite a whole new set of intricate rules paralleling the confusing standards for determining the existence of compensation.
4 7 Before the "exercise value" measure of compensation used continuously since 1923 48 is disregarded, reasons more persuasive than the employer's intent 41 should be required.
P
In favor of "present value" it might be argued that the Treasury's method allows the employee to exercise the option and be taxed on the 45. E.g., the employer could control the tax treatment of the option by setting the option price higher or lower than the market price at the time the option is given.
46. 324 U. S. 177, 181-2 (1945) . See Ferrall, supra note 6, at 230. The option might have a small but definite "present value" even when option price originally exceeded market price if it was expected that, before the offer lapsed, market price would be greater than option price.
47. See note 6 supra. Instead of the promulgating of "objective criteria" the hunt for the "will-o'-the-wisp" of intent is revived. See Ferrall, supra note 14, at 228; Atlas, supra note 14, at 91.
48. When T.D. 3455 was promulgated. See note 11 supra. 49. Employer's state of mind is no more relevant to extent of compensation than to its existence. See discussion, pp. 712, supra.
49a. Logic, court decisions, and the duty of corporate officials to their stockholders "demand that the compensation be determined only at the date the option is exercised and the stock issued." Dillavou, supra note 26, at 326. transaction in a year in which he has less income from other sources or large deductions. Apparently the Treasury regards such minimizing of taxes as involving a smaller revenue loss than taxing options prematurely. Since the prudent employee does not exercise his option immediately but waits for a rise in market value, the purchase differential is generally greater than the "present value" of the option when first exercisable. Hence it is not surprising that "present value" has often been advocated by taxpayers ' only to be successfully opposed by the Treasury. 5 THE WEIGHT TO BE AcCORDED A TREASURY REGULATION While T.D. 5507 is justified on its merits as the appropriate way to tax bargain purchases by employees, there remains the question of the weight courts should accord to a Treasury Regulation. Although the Internal Revenue Code authorizes the Treasury to prescribe "all needful rules and regulations" for the enforcement of the income tax, 52 the courts have long held that Treasury Regulations merely state the Treasury's construction of the statute, 5 3 which though "entitled to great respect . . . cannot be deemed decisive." '4 Commentators, however, have attacked this older view as a "basic myth" -1 distorting the real problem which is not to discover what Congress intended but to decide how to treat a situation which Congress never contemplated. The proper test of a regulation, then, would be whether it is a "reasonable implementation of the statutory language" Is and "not whether the regulation is the most reasonable which could have been devised to suit the occasion." A major objection to the Treasury's newly proposed treatment of bargain 50. Logically, however, the "present value" method requires a tax in the year of the receipt of the option regardless of whether the employee-optionee ever decides to exercise it, since his compensation is then his prospective chance of benefit rather than his actual benefit as determined by hindsight. Hence the employee might have to pay a tax for a privilege which subsequently proved of no use to him. purchases is that it flies in the face of two decades of judicial decisions purporting to effectuate Congressional intent. This objection would not be valid under the new philosophy. "Once the courts have construed a statute, it is extremely difficult to justify an administrative departure from the judicial construction, which presumably represents specific Congressional intention. But if a regulation is sustained as a reasonable implementation of a statute, there is no theoretical barrier to sustaining a subsequent and different regulation as also reasonable." Is A second possible objection is that Congress has reenacted § 22(a) without relevant changes since 1939, when the Treasury, in effect, incorporated the requirement of intent to compensate into the Regulations., 9 Congressional re-enactment of a statutory provision has been claimed to imply legislative approval of administrative interpretations, This view was unequivocally rejected by the Supreme Court in Helvering v. Wishire Oil Co.6 0 Indeed if administrative flexibility to renovate rules in the light of experience is not to be unduly limited, neither the previous stock option cases nor the "reenactment rule" should prevent the courts from upholding
T.D. 5507.61
The Supreme Court has characterized § 22(a) as "so general in its terms 58. Id. at 536. This position has received the approval of Dean Griswold of the Harvard Law School: ". . . [Where the original regulation was contemporaneous, and has been long continued, it may be argued that the factors of certainty and predictability, and a proper regard for the respective functions of legislature and administration, require that the law as thus established should not be subject to change by mere administrative fiat, but that a change, if it is deemed necessary, should be sought from Congress. On the other hand, it may be said that interpretative regulations deal only with the interstitial details of tax law. They are generally matters about which Congress has no very strong views. In the long run, such details can be worked out more adequately by the Commissioner and the courts than by the Congress." Hence Dean Griswold concludes: "Where the statutory provision is very general and indefinite, such as the definition of gross income, prospective changes in the regulations under it should be allowed as a means of working out the complex concept outlined in the statute." Griswold, supra note 55, at 416. 59. T.D. 4879. See note 11 supra. 60. "The oft-repeated statement that administrative construction receives legislative approval by re-enactment of the statutory provision, without material change . . . does not mean that a regulation interpreting a provision of one act becomes frozen into another act merely by reenactment of that provision, so that administrative interpretation cannot be changed prospectively through exercise of appropriate rule-making powers. Cf. Morrissey v. Commissioner, 296 U. S. 344, 355 (1935) . The contrary conclusion would not only drastically curtail the scope and materially impair the flexibility of administrative action; it would produce a most awkward situation. Outstanding regulations which had survived one Act could be changed only after a pre-view by Congress." 308 U. S. 90,100-1 (1939).
61. An alternate rationale for this result was suggested by Justice Frankfurter in Holvering v. Hallock, 309 U. S. 106, 121 n. 8 (1940) . "Since the Treasury has amended its regulations in an effort to conform administrative practice to the compulsions of the St. Louis Trust cases, it cannot be deemed to have bound itself by this change. 
